In this study we analyze the development and performance of the European mutual fund industry and compare it with the industry in the United States, using the traditional structure-conduct-performance (SCP) paradigm. We find that Europe is still lagging the American mutual fund industry when it comes to total asset size, average fund size, and market importance. Furthermore, it appears that a few large domestic fund groups dominate the mutual fund markets in the individual European countries. The performance of domestic equity funds is tested using a data set containing the main European countries and the United States. The most striking results of these performance tests are the relative poor performance of U.S. funds, compared to the European funds, and the outperformance of small cap mutual funds.
Introduction
In the last decade the mutual fund industry has grown dramatically. In the United States the market has grown from about $0.7 trillion in 1988 to $4.5 trillion in 1997. The number of funds expanded at the same pace from 1,100 in 1988 to 6,900 in 1997 1 . Currently, the number of mutual funds is roughly 60% larger than the number of listed securities. The importance of mutual funds in society justifies the tremendous amount of studies published in the financial press and academia. The issues that get most attention are performance attribution, timing and selection abilities, benchmark sensitivity, performance persistence, and the survivorship bias. See for example, among many others, Brown et al. [1992] , Carhart [1997] , Ferson and Schadt [1996] , and Grinblatt and Titman [1989] . All these studies typically focus on the United States, where historic data are easily available and the market is more or less in a mature phase.
In contrast to the United States, the European market has never been studied comprehensively, although several authors studied individual countries. (See for example Dermine [1992] , McDonald [1973] , Shukla and Imwegen [1995] , and Ward and Saunders [1976] ). An important explanation for the lack of studies is the institutional setting of the industry in different European countries. Currently, these differences are increasingly disappearing. First of all the European financial markets are getting more integrated, so differences in institutional characteristics are disappearing, and secondly, the demand for mutual fund services increases within the European society. This enables us to carry out this study on the European mutual fund industry.
To explain the behavior of the European mutual fund industry and the demand for their services in a market where conditions are changing, it is essential to incorporate the organizational characteristics of the industry as well. In the literature there is a general lack of studies on these characteristics. A few exceptions to this are Chordia [1996] , Tufano and Sevick [1997] , and Walter [1998] . These authors describe and analyze issues as fee structures, board structures and globalization. In general they find that organizational characteristics do indeed influence the performance.
In this paper we study the behavior of the European mutual fund industry, compare it with the American mutual fund market and finally test the performance of the funds in our database. Formally, we test the hypothesis whether the European mutual fund industry has characteristics like the American mutual fund industry using a traditional structure-conduct-performance (SCP) paradigm. (See Mueller and Burkhard [1999] , and Shaffer [1994] ) The setup of the paper is as follows. In section 2 we provide an overview of the structure of the European mutual fund industry and compare it with the situation in the United States. In section 3 we discuss the conduct in the industry and in section 4 we bring the structure and conduct together and carry out a performance analysis of the individual mutual funds. Section 5 concludes the paper.
The Structure of the Mutual Fund Industry in Europe and the United States
By the end of 1997 there were $2.1 trillion of assets under management in European open-ended funds. These were split among 17,000 funds promoted by 1,400 management groups. This means that the European industry is the second largest in the world and accounts for 29% of world fund assets. It is only surpassed by the American industry, which had $4.5 trillion assets under management divided among 700 fund groups by the end of 1997 2 . In this section we focus on the differences between the structure of the European market and the American mutual fund market. We will first analyze the demand for mutual fund services, followed by the supply and finish with the costs involved. As a proxy for the European market we use the 6 most important European mutual fund markets. Together they account for 85% of total mutual fund assets in Europe 3 . Table 1 presents some of the major characteristics of the two continents and the individual countries. Table 1 confirms that the mutual fund industry in the United States is much larger than the European industry. In contrast, the number of funds is much higher in Europe, which results in a smaller average size of the individual funds in Europe. The funds in the United States are with an average fund size of 647 million dollar almost three times as big as in Europe where funds have an average size of 226 million U.S. dollar. Even within Europe there are some differences as the average size of the funds varies between 87 million U.S. dollar in France to 440 million U.S. dollar in the Netherlands. Another difference between the continents is clear in the asset allocation. In the United States more than 50% of the funds are equity investors, whereas the percentage in Europe is less than a third. This is probably due to the lower demand for equity-related products in Europe, and definitely not to the shortfall of the supply of funds. We believe that a different equity culture, strong presence of banks and a different pension system explain part of the lower demand 4 . Figure 1 gives some insight into the development of the demand from individual investors for equity mutual funds. It presents the growth of market capitalization of the equity mutual funds in Europe and the United States between 1992 and 1997
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. While, clearly the industry is growing in both continents industry growth in the United States has been sharper than in Europe. Europe thus is not only lagging behind the United States in absolute size, but also in growth. To put the picture in perspective, figure 2 presents equity mutual fund sizes for the individual European countries over time and shows that some markets are growing very rapidly whereas others are growing at a much lower pace. That is, the United Kingdom and France have the largest mutual fund sector, but also have lower growth rates than the United States. The smaller European countries have growth rates up to 8000%. For instance, in countries like Spain and Italy, where mutual funds did not exist at all in the beginning of the sample period, rapid growth is present. Thus, despite the lower growth of the European industry, we see that some underdeveloped mutual fund industries are catching up very quickly, and that the demand for mutual fund services is increasing. Although mutual funds are less important in Europe than in the United States, it is not necessarily true that Europeans have less exposure to the equity market. They can also purchase equities themselves or through other institutions like pension funds and insurance companies 6 . Table 2 presents a statistic that indicates the importance of mutual funds in their domestic equity market. The statistic is calculated as the total market value of all equity mutual funds divided by the market capitalization 7 . The 1997 figure for the United States is 26%, which is roughly two-and-a-half times as big as the average European figure. Therefore the European mutual fund sector is indeed not as important as its American counterpart indicating that individuals possibly purchase equities through other channels. Finally the table shows that the percentage increased through time both in the United States and in Europe.
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Besides the demand for mutual fund services the supply of the product by financial institutions is also important. Mutual funds are usually part of a mutual fund group, which gives customers the possibility to switch easily (and often with lower costs) between funds. This is true both for the United States and Europe. However, if fund groups become too big, they might control the market for financial services, which might have a negative effect on the performance of the industry. In both Europe and the United States the top 5 providers of mutual fund services own less than 20% of the market. This indicates that Europe and the Unites States are roughly equal regarding the competition be- 1992 1993 1994 1995 1996 1997 This figure presents the absolute figures (in billion U.S. Dollar) of the market capitalization of the equity mutual funds for individual European countries. Turning now to the price investors pay for the services that mutual funds offer we assume that the management fee paid represents the price of the product. Even though legal structures differ slightly between countries, the basic fee system is similar now. That is, the individual pays a management fee that the asset manager receives to manage the portfolio. Table 4 presents the fees charged by mutual funds. Besides the figures for the two continents, we split the sample up by country (panel A) and by investment style (panel B). The average fee in the United States is slightly higher than the average in Europe indicating that with respect to the fee structure the continents do not differ much. However, the difference in maximum and minimum fees is larger in the United States. Europe has a higher minimum fee and a lower maximum fee. This might indicate that most European funds follow the same investment strategy, whereas in the United States funds have strategies ranging from pure index funds to highly active strategies, which might lead to a more pronounced differentiation in fees. The results of the individual European countries and the different investment styles, presented in panel A and B, confirm these findings.
Recent research by Fitzrovia International, a London-based fund research firm, showed that the reported costs for the UK-funds are not the same as the true costs because administration costs, legal and audit fees are not included 8 . The company thinks that the best guess would be to double the reported fees to get the true Total Expense Ratio (TER). Currently they are studying other European countries as well, but the assumption might be that this relation holds for these countries as well. The Investment Company Institute (ICI) in Washington D.C. has studied the situation in the Unites States and found that the TERs are declining. However, because the SEC closely monitors U.S. fees, as they appear in a fund's prospectus, the difference between the true TER and the one re- ported will not be that large for the US market. The European fees should however be interpreted carefully.
In sum, we conclude from the description of the structure that the European mutual fund sector is growing rapidly, but that the importance in the financial market is still not as high as in the United States. This suggests that continued growth of mutual fund services in Europe can be expected. An important institutional factor that might influence the speed of the growth is the dominance of the top five fund groups in the individual countries. They control the market, which reduces competition and possibly leads to higher entry barriers. In the next section we analyze the actual conduct of the funds and in section 4 the performance of the funds.
Conduct in the Industry
The conduct of the mutual fund industry will be described and discussed along two lines. First we look at the distribution channels the funds use to sell their products and secondly how past performance is presented to the general public. Table 5 shows the importance of a specific distribution channel in Europe and the United States. The table clearly shows a big difference between the two continents. European mutual funds predominately use banks as the major distribution channel with a market share of 53%, whereas in the United States only 8% is sold through banks. The differences between individual European countries are interesting as well (not reported in the table). In most countries the percentage of banks is bigger than 50%. The United Kingdom is the only European country where banks have only 10% of the market. This means that the United Kingdom and the United States have similar characteristics in this respect. As banks are actually not used in those two countries it means that other channels are more important. In the United Kingdom the distribution of mutual fund services is predominately done through independent agencies. In the United States, brokers and direct sales are the most used channels. Besides these channels we see, especially in the United States, an increasing trend towards the provision of mutual fund services through the Internet. Especially firms like Fidelity and Schwab are leading this development.
The continents also differ when we look at the use of performance statistics. In the United States league tables are widely published and used by individual investors. For example, Sirri and Tufano [1998] show that when funds receive a 4 or 5-star ranking from Morningstar (based on past performance) money inflow increases in the following year. According to the popular press in Europe, individuals seem to value service (e.g. being friendly and accurate) at least as much as performance in terms of returns relative to the benchmark. This could explain the strong position of banks. However, we see that league tables are currently getting more attention in the European press as well. For instance, S&P Micropal publishes monthly performance rankings through several outlets. This will possibly lead to money in-and outflows, based on these publications. As far as we know a European study on this issue has not been carried out, but it would be a fruitful venue for further research. Table 6 presents a summary of the analysis of the structure and conduct of the industry, based on the data and the analysis in sections 2 and 3. It restates the conclusion that the European mutual fund industry is still lagging the American industry. Furthermore, we found some indication of less competition in Europe, which might possibly diminish performance. In the next section we compare the performance between the continents and see whether there exists a pattern related to the structure and conduct in the industry.
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Performance of the Mutual Fund Industry
In this section we use the third step of the SCP paradigm to study the effects of the structure and conduct on the performance in the industry. The SCP is a framework developed in organizational literature, which focuses on the product and production efficiency (see Scherer and Ross [1990] for more details). Traditionally the SCP paradigm measures the performance along the lines of 1) Production and allocative efficiency, 2) Progress, 3) Full employment and 4) Equity. In contrast, the finance literature always uses stock market returns and asset pricing models to measure performance. As the product of a mutual fund is the return on the invested portfolio, using stock market returns as our performance measure accommodates both strands of the literature. This gives us an opportunity to compare the performance of mutual funds in the two continents and link it to the structure and conduct in the industry.
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The remainder of this section is split in 7 sub-sections, which all highlight a particular issue related to the performance. In section 4.1 we discuss the data we use to test the performance; section 4.2 presents the summary statistics of the performance; in section 4.3 we analyze the development through time of the performance; in 4.4 we correct for asset allocations; in 4.5 we test the influence of fees on performance; 4.6 takes a detailed look at the underperformance of European index funds and finally in section 4.7 we explore the out-performance of small cap funds.
Data
We use monthly logarithmic total returns for 506 European open-ended mutual funds and 2096 American open-ended mutual funds from January 1991 to December 1997 9 . We restrict our sample to purely domestic equity funds with at least 24 months of data. That is, we exclude balanced and guaranteed funds and equity funds that invest internationally. Limiting the sample size along these lines gives us an excellent possibility to compare the relative performance of the different mutual fund industries. If we include all existing funds we would have to correct for country allocation, exchange rate policies, and other legal obstructions before we could compare the relative performance.
To calculate relative performance we use the following local benchmarks to correct for market developments: 1) CAC for France, 2) DAX for Germany, 3) Mibtel for Italy, 4) AEX for The Netherlands, 5) FTSE All for the United Kingdom, and 6) the S&P500 for the United States. We collect all indices on a total return basis, which means that we reinvest all dividends. It is well known that the market for small stocks usually has different performance characteristics than the main market. As our sample also includes funds that invest in small caps we use a small cap index as the benchmark for these funds. For France we use the Midcac, for Germany the Datastream Small Companies Germany, for the Netherlands the Midcap index, for the United Kingdom the Hoare Govett Small Company index and for the United States the Russell 2000. We use the mid-cap indices for France and the Netherlands, as they represent the actual investment behavior of the funds better than the actual small cap indices (based on fund holdings). For Italy we don't need a small cap benchmark, as there are no funds concentrating on small companies.
To obtain information on the characteristics of the individual equity funds we use several sources: Standard&Poor's Micropal (France, Italy), Hoppenstedt Fondsführer 1997 (Germany), ABN-AMRO Beleggingsinstellingen (Netherlands), Unit Trust Yearbook 1997 (United Kingdom), and Morningstar (United States). We gather data for several characteristics of each mutual fund: fund type or investment style, total return, size, and fees. Within a country we divide all funds using stated investment styles to test whether this yields differences in performance. Total return data are collected from Datastream International, S&P Micropal and Morningstar.
As numerous studies have shown before (see for example Brown et al. [1992] ) a database that only consists of funds that have data available during the whole sample period is subject to survivorship bias, which could severely influence the results. This de-rives from the fact that funds with bad performance are frequently being shut down or merged into another one. This "kills" bad track records and gives an overestimation of the average performance as only the surviving funds are used. We are confident that the data for Germany and the Netherlands are largely free of survivorship bias as Hoppenstedt for Germany and Koedijk et al. [1998] for the Netherlands studied these funds. For the United Kingdom we were able to track disappeared funds through the Unit Trust Yearbook 1997. Dead Italian funds could be tracked through Datastream, while our source for French data, S&P Micropal, was unable to provide data on disappeared funds. Morningstar releases the information on non-surviving funds only at very high costs, for a limited history.
Summary Statistics
To get an overview of the data we start our performance analysis with the presentation of table 7 (overleaf). It provides summary statistics and fund characteristics together with the performance of the relevant benchmarks.
First of all we see that the number of domestic equity funds differs between countries. Whereas the United Kingdom has a total number of 304 domestic equity funds, the Netherlands has only 9 such funds. What is more important, however, is to look at the size of the European funds relative to their American counterparts. While the average European equity fund has about 300 million U.S. dollars in assets, the average American fund amounts to 757 million U.S. dollars. Furthermore, the average size of a European index fund is equal to 57 million U.S. dollars, which is relatively small 10 . Table 7 also gives a first indication of the performance of the funds. It presents unadjusted annual mean returns and standard deviations for each class of funds. We see that during the whole sample period (1991-1997) the Dutch mutual funds generated the highest annual return (20.6%) with the second lowest standard deviation of 13.9%. In contrast French mutual funds earned only 11.1% on an annual basis, which was the lowest return in the sample. U.K., Italian and German funds earned about the same rates of return, but the last two had a wider dispersion of returns, resulting in higher standard deviations. If we compare these statistics with the returns of the local benchmarks we see that, on average, mutual funds under-perform in most countries. On investment style level we find that in 3 out of 5 countries, small cap funds outperform their relevant benchmark.
Development through time
In sections 2 and 3 we focused on the structure and conduct of the industry, and saw a trend towards an increased importance of both the European and U.S. mutual fund sector. We now turn to the performance of the industry and test whether this trend has influenced the observed performance in section 4.2. We analyze the development by presenting the annualized difference between the fund performance and the return on the relevant benchmark (without correcting for risk or asset allocation) using a 36-month moving window 11 .
In line with earlier results figure 3 shows that both European and U.S. mutual funds, on average, under-perform their relevant benchmarks. It also points out that the performance in the United States has dropped during the sample period, whereas the performance of the European mutual fund industry has remained relatively constant. The av- erages, however, are not significantly different from each other, as standard errors around the trend are roughly 3%.
Besides these differences in the development of the performance between the two continents we also look at the development of the individual groups of mutual funds by country and by investment style as we have done in table 7. These results are presented in figure 4 . The performance in France and in Italy is relatively constant through time and confirms the earlier results. The only remarkable fact in France is the underperformance of the index funds.
The most interesting picture is actually provided by the German mutual funds. All classes of funds show a steadily increasing performance relative to their benchmarks. It seems that German fund managers are catching up fast with their European competitors. Whereas in the beginning of the sample period German mutual funds were losing on average 6% on an annual basis, by the end of the sample period the funds were able to beat the benchmark. In the Netherlands we see a picture that is similar to Germany as the performance improves through time. The U.K. mutual funds behave as expected, as they under-perform the index on average by an amount equal to the fees they charge. When we look at the U.S. funds it seems that only aggressive growth and small cap mutual funds improve their performance. All other styles show a declining average performance. 
Are funds doing what they are supposed to?
Our results suggest that there are performance differences between the two continents, between European countries, and between investment styles. In the former section we simply compared the mutual fund return to the market return. However, the performance might also be driven by large cash-positions or the exposure of mutual funds to the money market 12 . Mutual funds hold cash positions for two reasons. First of all they need liquidity to be able to respond to investors who sell their shares in mutual funds. Second, the fund managers might want to engage in market timing. To correct for this behavior we test the sensitivity to different benchmarks and investment horizons. Equation (1) presents a model, which is based on Sharpe [1992] and gives us the opportunity to correct for asset allocation. It should not be confused with an asset-pricing test as we control for exposures or allocation, but not risk-exposures. 
R it represents the logarithmic return of fund i in month t, a is the Jensen [1968] measure for out-performance, b e the exposure to the market index R mt , b b the exposure to the bond index R bt , b f the exposure to the money market R ft , and e t the error term. The model tests the attribution of the different indices to the return of the mutual fund. We use a standard OLS regression to estimate the coefficients. If $ b b is not positive or that the corresponding t-statistic is lower than one we estimate (1) again without the bond return. As a proxy for the bond return we take the local JP Morgan index and for the money market the local 1-Month-Interbank offer rate. Table 8 presents the results for the whole sample period. Again, we split the sample by country and within a country by investment style. We first analyze the estimation of the equity exposure. As the funds are equity investors we expect them to have an average value of $ b e close to one. This means that funds are doing what they are supposed to do: invest in domestic stocks. Germany, the United Kingdom and the United States have an estimated average of 0.93. This means that the domestic equity mutual funds in these countries follow the market closely. In France, Italy and the Netherlands $ b e is much lower, which indicates that the funds also have exposure to other asset markets. For example, we find a high bond exposure in Italy and France 13 . That is, the funds invest relatively a lot of their assets in bonds, despite the fact that they are equity investors. For the Dutch mutual funds it is not clear why the exposures to the local equity market are so low, but one of the explanations could be the dominance of Royal Dutch in the market, which has a limited weight in the AEX index.
To be able to analyze changes in the equity exposure we also calculate the average cross-sectional $ b e through time using a rolling window of 36 months. Figure 5 presents these results, showing that the United States and the United Kingdom both have estimates close to one and constant through time. All other European countries, including the 'low beta countries', show an increase of the average $ b e . This indicates that the funds are increasingly following the domestic equity benchmark. It seems that in the beginning of the period the funds were also investing in assets other than domestic stocks.
Besides the possibility to analyze the equity exposure, our model also enables us to evaluate the performance of the funds by the estimation of a. These results are presented in table 8 as well. In general the results do not differ from the ones presented in paragraphs 4.2 to 4.3. Again, we find that the average $ a for the European funds is insignificantly different from zero. The United Kingdom and the United States have an annualized $ a of minus 1.04% and minus 0.65% respectively. They are the only two countries with a negative performance. Table 8 also presents the percentage of funds that have a significant under-or out-performance. Again we see that the United Kingdom and the United States are the worst performers. In these countries 12% and 14% of the funds respectively under-perform the benchmark significantly.
The influence of fees on performance
In tables 7 and 8 we show that the U.K. and U.S. mutual funds under-performed their relevant benchmarks. We expect to find this underperformance in mature and efficient markets. The underperformance can be completely explained by the costs funds charge.
When we add back expenses to all the funds the $ a's range from 0.1% for the United Kingdom to 2.5% for Italy. This means that the negative $ a's we found for the United Kingdom and the United States become positive. This is in line with the general findings in the literature. Table 7 presents the average cost figures for each individual mutual fund class. The average fee varies between 0.5% for the Netherlands and 2.0% for Italy. Especially the fee paid for the French index funds is high with an average of 1.2%, where reports average fees for U.S. index funds equal to 0.23%.
In the literature authors such as Chordia [1996] and Tufano and Sevick [1997] have studied mutual funds fees. We see that especially in the United States fees are high and above all are growing each year. The fee of the average equity mutual fund (including international funds) is equal to 1.6% in 1997, whereas in 1992 the average fee was only 1.4%. It is remarkable that fees are rising while we would expect them to fall because of economies of scale and increased competition. A possible explanation is the proliferation In this figure average are plotted through time, by using a 36-month moving window. Period is 1991-1997. 1993 1994 1995 1996 1997 of new funds that tend to have higher expense ratios than older ones. Tufano & Sevick [1997] offer another explanation why fund fees are high. They report that a higher number of directors on a board leads to higher salaries and quicker approval of higher fees.
The underperformance of European index funds
The purpose of an index fund is to follow a particular index. From several studies (see for example ) we know that activism doesn't pay and that the existence of index funds is beneficial for the investor. showed that, during the period 1990-1994, a sample of 100 S&P 500 index-funds had b's of 1 and a's close to zero where actively managed funds had an average alpha of -1.6% a year. Even after adding back expenses, the difference between index funds and actively managed funds remained.
In our study we were only able to identify index funds in the Dutch and the French sample. The three Dutch index funds gave a lower performance than we expected with an average $ a of -1.03, a $ b e of 0.95, and an R 2 of 88%. The performance of the French mutual funds is also remarkable with a $ b e of 0.91, and a corresponding $ a of -1.72. Furthermore, the expenses charged by the French funds are at 1.2% exceptionally high for these kinds of funds. Even after we add back these expenses the performance remains negative for both countries.
The Out-performance of Small Cap Mutual Funds
In this paragraph we discuss the remarkable result of the mutual funds that focus on smaller companies. In general these mutual funds outperformed their benchmark during the sample period. If we return to table 7, we see that in 3 out of 5 countries the return of the fund is higher than the appropriate small cap benchmark. We also see that the average return from these funds is higher than the averages from all other investment styles except for the German small cap funds. This is even more remarkable when we see that in all European countries (except for the Netherlands) the general equity index outperforms the small cap index. The observed out-performance is confirmed in table 8 where we present the results for the attribution analysis. The table shows that small company mutual funds have a positive in each country when we include the money and bond market in the regression. The percentage of small cap mutual funds outperforming the market is high, 27% of all funds have positive $ a's significantly different from zero. This finding is confirmed by the sign test. Therefore, this suggests that selection and timing abilities do play a role in this field. This might be due to the lower level of market efficiency in these less researched small cap markets.
Conclusions
In this study we take a closer look at the European mutual fund industry and compare it with the United States using a traditional structure-conduct-performance paradigm. We find that Europe is still lagging the U.S. mutual fund industry when it comes to total asset size, average fund size, and market importance. Furthermore, it appears that European citizens have a preference for fixed income mutual funds, whereas Americans prefer mutual funds investing in equity. Besides these findings we show that the mutual fund mar-kets in the individual European countries are dominated by a few large domestic fund groups, which could possibly lead to lower levels of competition.
In our performance tests we observe five interesting findings. First, the European mutual funds have on average a better performance than their American counterparts. This is remarkable as we conclude from the earlier analysis that levels of competition might be lower in Europe. Theoretically we would assume the opposite. Second, we find a dramatic increase in the performance of the German mutual fund sector. Third, we show that the Italian, French, and Dutch mutual funds have a low exposure to their domestic equity benchmark. This exposure however, is rising through time, which indicates that they are increasingly behaving as we expect them to do. Fourth, the results suggest that European index funds are not following pure index strategies. Finally, small cap mutual funds in both Europe and the United States outperform the benchmark and all other mutual funds. In this market segment mutual funds apparently add more value than their counterparts in the large cap segment.
